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No. 10020

IN THE

United States Circuit Court of Appeals
FOR THE NINTH CIRCUIT

California Bank, a corporation,

Appellant,

vs.

United States Fidelity and Guaranty Company, a

corporation,

Appellee.

APPELLANT'S OPENING BRIEF.

Statement of Pleadings and Jurisdictional Facts.

This case originated with the filing of a complaint for

ten thousand seventy-four dollars and three cents ($10,-

074.03), and interest, by United States Fidelity and Guar-

anty Company, a corporation, hereinafter called the

"surety", being a citizen and resident of the State of

Maryland, against Nels A. Anderson, hereinafter called

"contractor", and California Bank, a banking corporation,

hereinafter called "bank", all defendants being citizens and

residents of the State of California. The complaint was

in three counts, the first two of which were directed

against the defendant contractor who did not appear in

the action, and against whom judgment was taken by de-

fault. The third cause of action was directed against
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defendant and appellee bank, and in substance charged

[Tr. pp. 2-35]

:

A. That the contractor had entered into certain

construction contracts with the United States of

America.

B. That the surety had furnished the payment

bonds required in connection with said contracts.

C. That the contractor had assigned to the surety

all of the proceeds of said contracts, and had agreed

to indemnify it against loss by reason of the execu-

tion of said bonds.

D. That the work of construction required under

said contracts was completed by the contractor, and

the final payments due thereon (exclusive of certain

penalties) were paid to the contractor by the Gov-

ernment.

E. That the contractor failed to promptly pay cer-

tain persons who had supplied labor and material in

the prosecution of the work required under said con-

tracts, and as a result, the surety was obliged to pay

said claims.

F. That the contracts between the contractor and

the United States of America provided for partial

or progress payments as the work progressed, with

the retention of ten per cent ( 10% ) of all such prog-

ress or earned payments until final completion of

the work.

G. That at the time of the final payments to the

contractor following completion of the work, the con-

tractor was in default in his obligations to pay certain

labor and materialmen.

H. That upon receipt of the final payment from

the Government in the sum of twenty eight thousand

eight hundred fifteen dollars and four cents ($28,-
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815,04), the contractor paid the bank twelve thou-

sand one hundred fourteen dollars and thirty-four

cents ($12,114.34) upon a past due indebtedness.

I. That the bank knew the surety had taken an

assignment from the contractor of the proceeds of

the contracts, or that the bank had notice of circum-

stances sufficient to put it on inquiry as to the exist-

ence of such assignments.

J. That at the time the bank received payment

from the contractor, it knew the source of the moneys,

and that the contractor was then in default in pay-

ments to persons who had furnished labor and ma-

terial.

K. That at said time the bank knew the financial

condition of the contractor, and that by reason of

the payment to the bank, he would be unable to pay

said laborers and materialmen, and by reason of said

payment to the bank the surety sustained a net loss

of ten thousand seventy-four dollars and three cents

($10,074.03) by reason of payments to said laborers

and materialmen.

The bank filed a motion to strike certain allegations

of the complaint, which charged that it was the custom

of all surety companies to require persons applying for

bonds to execute an assignment to the surety of all the

proceeds of the contract concerning which the bond was

written, and that the bank knew of such custom. The

bank's motion to strike was granted [Tr. pp. 39-41 j.

An answer to the remaining allegations of the complaint

was filed by the bank, admitting the execution of the con-

tracts between the contractor and the Government; ad-

mitting that the bank received payment from the con-

tractor of the sum of twelve thousand one hundred four-



teen dollars and thirty-four cents ($12,114.34) in pay-

ment of a prior indebtedness owing by the contractor to

the bank; and admitting that demand for ten thousand

seventy-four dollars and three cents ($10,074.03) had

been previously made by the surety upon the bank. All

other allegations of the complaint were denied by the bank

[Tr. pp. 42-52] Affirmative defenses of estoppel, laches

and waiver were set up in the answer of the bank which

alleged in substance [Tr. pp. 52-56] :

A. That the bank had advanced and loaned twelve

thousand dollars ($12,000.00) to the contractor.

B. That the proceeds of said loans were all used

by the contractor in carrying on the construction

work required under the contracts referred to in the

complaint.

C. That the contractor was obliged to borrow

large sums of money, in order to finance and carry

on said work of construction, and that the surety

at all times knew that the contractor was obliged to

borrow in order to finance said work.

D. That the surety knew that the bank was trans-

acting a banking business with the contractor, and

that the bank was advancing and lending large sums

of money to him without security.

E. That the surety at all times knew that the

moneys advanced by the bank to the contractor were

being used by him in carrying on the work of con'-

struction, and that the surety at all times knew that

the contractor had no other means or sources of in-

come from which to repay the bank, except from the

proceeds of the Government contracts.

F. That, notwithstanding its knowledge, the surety

did not give notice to the bank that it held or claimed
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to hold assignments of or had any interest in the

contract proceeds, and that the bank had no reason

to beheve that the surety had such assignments or

interests.

G. That no demand was ever made upon the bank

by the surety until more than one year after payment

by the contractor to the bank,

H. That if the surety had given notice to the bank

of its claims, the bank v/ould not have made advances

and loans to the contractor, and would not have there-

by materially altered its position to its detriment.

A pre-trial hearing was held in the District Court, at

which substantially all the material facts of the case were

stipulated [Order Citing Action Taken at Pre-trial Con-

ference, Tr. pp. 57-68; Stip. of Further Facts, Tr. pp.

69-77]. These facts are more particularly referred to

hereafter in the statement of the case.

Jurisdiction of the District Court was based upon

diversity of citizenship (28 U. S. C. A. Sec. 41).

The surety contended in the trial court, that jurisdic-

tion also rested upon the ground that the suit and relief

sought were based on statutes of the United States, but

the bank maintained and now maintains that this is not

so, and challenges the surety to cite any such statute.

A final judgment was entered in favor of the surety

and against the bank for ten thousand nine hundred sev-

enty-six dollars and twenty-eight cents ($10,976.28), plus

interest and costs [Tr. pp. 101-103]. The Circuit Court

of Appeals has jurisdiction to review this judgment (28

U. S. C. A. Sec. 225).



Statement of the Case.

In September, 1937, the surety executed two payment

bonds in favor of the United States to protect persons

furnishing labor and materials in the performance of two

contracts between the Government and the contractor.

These two contracts called for the construction of certain

buildings of a total value of one hundred forty-one thou-

sand dollars ($141,000.00) at the Government Camp
Kennett Dam near Redding, California.

In the written applications for the two payment bonds,

the surety obtained from the contractor purported assign-

ments of all funds to become due under his contracts with

the United States, such assignments to be effective only

in the event of default by the contractor, but in such event

to relate back to the date of execution of the contracts

[Tr. pp. 122-125; 135-138; 147-150].

The contractor actually completed all work of construc-

tion under both of his contracts in May, 1938, and it was

accepted in that month by the Government. On June 30,

1938, the Government paid the contractor all sums remain-

ing due under both contracts, to-wit, twenty-eight thou-

sand eight hundred fifteen dollars and four cents ($28,-

815.04), except certain penalties (later released) totaling

eight thousand three hundred fifty-five dollars ($8,-

355.00), which penalties the United States claimed had

accrued against the contractor for delay in completion of

the work.

The payments made to the contractor on June 30, 1938,

were in the form of Treasury Warrants, and upon their

receipt the contractor deposited them in his commercial

bank account at appellant bank. On the same day, June
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30, 1938, the contractor paid the bank by check drawn on

his said commercial account, the sum of twelve thousand

one hundred fourteen dollars and thirty-four cents ($12,-

114.34), being the full amount of principal and interest on

two promissory notes of the contractor held by the bank.

The loans thus paid to the bank by the contractor were

the last of a series of loans made by the bank to assist

the contractor in the performance of the two Government

contracts, all of the moneys loaned by the bank having

been lent for this purpose upon the promise of the con-

tractor to repay it from the contract proceeds. All moneys

thus loaned by the bank were actually used by the con-

tractor in the performance of the two contracts.

On July 11, 1938, the surety first learned that certain

materialmen who had furnished material upon the work

covered by the contracts, had not been paid. Thereafter

the surety paid these material claims in the belief that it

was liable therefor, sustaining an ultimate net loss of ten

thousand nine hundred seventy-six dollars and twenty-

eight cents ($10,976.28).

In addition to the above facts, the following were

agreed

:

That the contractor was duly licensed under the

laws of California to conduct a general contracting

business

;

That prior to the time the bank received and ap-

plied the money upon the indebtedness of the con-

tractor, the surety had never notified the bank that

it had or claimed to have assignments of the funds

payable under the two contracts.

That in accordance with each of the contracts en-

tered into between the contractor and the Govern-



ment, there was retained by the Government 10%
of the estimated amount of all progress or partial

payments until final completion and acceptance of

the work, and until the Government made the final

payments to the contractor.

That on June 30, 1938, at the time of the pay-

ment to the bank of its last two loans, and prior

thereto, the bank knew that the contractor had previ-

ously made construction contracts with the Govern-

ment.

That the contractor had no means or sources of

income from which the bank loans could be repaid,

except from the payments due or to become due on

such contracts.

That at all times the bank knew that in order to

obtain a Government contract, the contractor had to

furnish a labor and material bond.

That at all times the surety knew that the bank

was transacting a banking business with the con-

tractor.

That at no time prior to June 30, 1938, did the

surety do anything to jointly control or reduce to its

possession the funds payable or paid by the Govern-

ment to the contractor under said contracts, except to

cause the contractor to execute and deliver to it the

written applications for bonds.

That included in the items for material unpaid

by the contractor, and subsequently paid by the surety,

were items furnished the contractor prior to May 1,

1938, and for which payment was due in or prior

to May, 1938, and items furnished the contractor

during May, 1938 for which payment was due dur-

ing June, 1938.

That the contractor disbursed the proceeds of the

Treasury Warrants received by him on June 30,



1938, to-wit, twenty-eight thousand eight hundred

fifteen dollars and four cents ($28,815.04), as fol-

lows : Six thousand nine hundred eighty-seven dol-

lars and seventy-four cents ($6,987.74) for labor

and materials furnished in connection with the work

performed under the contracts; one thousand three

hundred thirty dollars and twenty-six cents ($1,-

330.26) in payment of miscellaneous expenses in-

curred in connection with the work; eighteen thou-

sand seven hundred dollars ($18,700.00) in repay-

ment of loans obtained by him to finance the work

(including the moneys borrowed from the bank) ; and

the balance in payment of household, miscellaneous

and personal expenses.

The evidence established without conflict that the surety

knew when it wrote its bonds that the contractor had

previously borrowed from the bank [Tr. p. 188] ; that

the surety did not know or attempt to ascertain the finan-

cial condition of the contractor as of the date upon which

it wrote the payment bonds in question [Tr. pp. 190-191]

;

that the surety did not inquire of the contractor at any

time whether he required financial assistance in the per-

formance of the two contracts [Tr. p. 188] ; that the bank

made its loans to the contractor for the express purpose

of financing the work of construction under the two con-

tracts [Tr. pp. 252-253] ; that the contractor agreed that

the bank would be repaid its loans from the contract

proceeds [Tr. p. 247] ; that the bank did not notify the

surety of its intention to make the loans, or that they

had been made; that the bank did not inquire of the

surety whether it claimed any interest in the contract
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proceeds; that, at the liriie the bank received payment of

its loans, it did not inquire whether there were unpaid

claims for material or labor upon the job, or whether

the contractor had sufficient assets to pay in full all such

claims; that at the time the bank was paid, the contractor

did not advise the bank that he would be short of funds

to complete the work [Tr. p. 262].

It was not disputed that neither the surety nor the bank

knew that the contractor had defaulted under the contracts,

or that he would be unable to pay his obligations in full,

until after the bank had received and applied upon its

loans the money paid to it by the contractor [Tr. p. 84].

From the facts found, the trial court drew conclusions

of law

:

1. That the "retained percentages", that is, the

10% held back by the Government out of each partial

or earned payment previously paid to the contractor

under the two contracts in question, constituted ''se-

curity" for the protection of both the Government and

the surety;

2. That as to these "retained percentages" the

contractor could give no one a right superior to that

of the surety, and that the surety's rights dated from

the making of the contracts between the contractor

and the Government;

3. That by May 1, 1938, the contractor had de-

faulted upon his bonds and contracts, and that there-

upon the surety became entitled to all moneys there-

after payable under the contracts to the contractor

to the extent necessary to reimburse it for unpaid

material and labor claims which the surety satisfied;



—11—

4. That the bank was a volunteer lender and did

not acquire any subrogation or other lien with respect

to the proceeds of the Government contracts;

5. That the surety had a "superior right" as

against the bank with respect to the funds deposited

on June 30, 1938, by the contractor with the bank,

being proceeds of the two contracts;

6. That the surety is not estopped to assert its

claims against the bank, and has not been guilty of

laches nor waived its claim;

7. That the surety is entitled to judgment against

the bank and the contractor and each of them, for

ten thousand nine hundred seventy-six dollars and

twenty-eight cents ($10,976.28), with interest from

October 10, 1938 and costs [Tr. pp. 98-100].

The Questions Involved.

The questions involved in this case are:

1. Does the surety, upon a Federal contractor's

bond, have a superior right as a matter of law to

monies paid by the Government to the contractor

and by him disbursed to his general creditors, with-

out notice of the surety's claims?

2. Does the law of California or Federal law

control the determination of the above question?

3. Do the findings of fact sustain the conclusions

of law?

4. Does the evidence sustain certain portions of

findings of fact numbered III, XIX, XXIV and

XXVI?
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Specification of Errors.

1. The judgment in this case is contrary to law in

that:

A. Said judgment purports to give the surety,

upon a Federal contractor's bond, a superior right

to and lien upon moneys voluntarily paid by the

Government to the contractor in accordance with the

terms of the contract, even though such moneys have

been disbursed by the contractor to creditors without

notice of the surety's claims.

B. Said judgment is contrary to the law of Cali-

fornia which should be applied to determine the rights,

if any, of the surety in this case.

C. Said judgment is contrary to decisions of the

Federal courts in similar cases.

2. The evidence is insufficient to sustain the judgment

in that:

A. The evidence establishes without conflict that

the bank did not have notice of the written assign-

ments relied upon by the surety at the time the bank

loaned the contractor, nor when the bank received

and applied the money upon the indebtedness of the

contractor.

B. The evidence affirmatively establishes that the

assignments relied upon by the surety were void in

law.

C. The evidence fails to establish that the bank

received and retained any portion of the "reserved

percentages" under the Government contracts.
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D. The evidence fails to establish that the bank

had notice of the claimed equitable rights of the

surety.

E. The evidence fails to establish that the surety

had an equitable right to the fund, and the evidence

affirmatively establishes a lack of equity in the claims

of the surety.

F. The evidence sustains the defense of estoppel

urged by the bank.

3. The findings of fact do not sustain the conclusions

of law for the reasons above stated.

4. The evidence does not sustain findings of fact num-

bers III, XIX, XXIV and XXVI, in that:

A. In finding of fact No. Ill, it is found as a

fact that it was not a condition of the loans by the

bank to the contractor that the money be used in the

work of construction, while the evidence shows the

contrary to be a fact.

B. In finding of fact No. XIX, it is found as a

fact that the evidence is insufficient to establish

whether, if the plaintiff had given notice to the bank

of its claims or demands, said bank would not have

made advances or loans to the contractor, and would

not thereby have materially altered its position to

its detriment, while the evidence was sufficient to

establish such facts as true.

C. In finding of fact No. XXIV, it is found

as a fact that the sum of twenty-eight thousand eight

hundred fifteen dollars and four cents ($28,815.04)
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collected by the ccjntractor from the Government on

June 30, 1938, comprised both the retained percent-

ages withheld during- the progress of the work at the

rate of 10% of the estimated value of the work

done during each preceding month, and also a bal-

ance of the estimated cost of the work performed

subsequent to the month for which the last progress

payment had been made, while the evidence fails to

show that all of the retained percentages were in-

cluded in said payment, and establishes the contrary

to be the fact.

D. In finding of fact No. XXVI, it is found as

a fact that it was not a condition of the loans made

by the bank to the contractor that they be repaid out

of the payments due or to become due the contractor,

while the evidence shows the contrary to be the fact.
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LAW AND ARGUMENT.

Summary.

1. The written assignments relied upon by the surety

were void as against the bank.

A. The assignments were contrary to Revised

Statutes, Sec. 3477 (31 U. S. C. A. Sec. 203).

B. The assignments were invahd "in equity"

under Martin v. Nafl Surety Co., 300 U. S. 588.

C. The surety permitted the contractor to exer-

cise full dominion over the contract proceeds; this

would invalidate an otherwise valid assignment.

2. The surety in this case had no equitable rights by

subrogation or otherwise as against the bank.

A. California law should determine the rights of

the surety upon this phase of the case.

B. No Federal Statute defines the rights of such

a surety.

C. The contracts of suretyship were executed and

performed in California.

3. The surety in this case has no equitable rights to

recover as against the bank, regardless of whether Cali-

fornia law or Federal decisions are controlling.

A. The bank had no notice of the surety's claims.

B. The bank did not receive and retain any por-

tion of the so-called ''reserved percentages" under

the contracts.

C. The money had been voluntarily paid by the

Government to the contractor, and by him paid to

the bank.
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D. The money loaned to the contractor by the

bank, was loaned for and actually used in the per-

formance of the contracts.

E. There was no "formal" default under the

contracts.

F. The doctrine of subrogation is a creature of

equity and is never allowed to work an injustice.

G. The defense of estoppel was adequately estab-

lished.

I.

The Written Assignments Relied Upon by the Surety

Were Void and Inoperative as Against the Bank.

The bond applications executed by the contractor and

delivered to the surety each contained the following pro-

visions [Tr. pp. 122-125, 135-138, 147-150]

:

"Each of the undersigned hereby warrants that

the foregoing statements, made to induce United

States Fidelity and Guaranty Company (hereinafter

called the Company) to execute or procure the bond

herein applied for (the term and bond being used

herein to include all bonds herein applied for and

every continuation, renewal, substitute or new bond),

are true, and, should the Company execute or pro-

cure said bond, hereby agrees as follows:

"Third, to assign and convey and does hereby as-

sign and convey to the Company as collateral to se-

cure the obligations herein and any other indebtedness
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or liabilities of the undersigned to the Company,

whether heretofore or hereafter incurred, all the

right, title and interest of the undersigned in and to:

(a) said contract and- any change, addition, substitu-

tion or new contract (including all retained percent-

ages, deferred payments, earned moneys and all

moneys and properties that may be due or become due

under said contract, change, addition, substitution or

new contract) * * * such assignment to be ef-

fective as of the date of the construction contract but

only in event of (1) any breach of any of the agree-

ments herein contained or of said contract or per-

formance bond or of any other bond executed or pro-

cured by the Company on behalf of the applicant

herein, * * *."

These purported assignments were null and void in law

under the provisions of Revised Statutes, Section 3477

(31 U. S. C. A., Sec. 203), which provides, in part:

"Assignments of claims void. All transfers and

assignments made of any claim upon the United

States, or of any part or share thereof, or interest

therein, whether absolute or conditional, and whatever

may \)t the consideration therefor, and all powers

of attorney, orders, or other authorities for receiving

payment of any such claim, or of any part or share,

thereof, * * * shall be absolutely null and void,

unless they are freely made and executed in the pres-

ence of at least two attesting witnesses, after the

allowance of such a claim, the ascertainment of the

amount due, and the issuing of a warrant for the

payment thereof."
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It has been held th^t such assignments, though void in

law, may be valid "in equity" after payments have been

collected from the Government and are in the hands of

the contractor or subsequent payees with notice. In Mar-

tin V. Nat'l Surety Co., 300 U. S. 588, 596, the rule was

stated as follows:

"After payments have been collected and are in

the hands of the contractor or subsequent payees with

notice,^ assignments may be heeded, at all events

in equity, if they will not frustrate the ends to which

the prohibition was directed. . . . An assign-

ment ineffective at law may none the less amount to

the creation of an equitable lien when the subject

matter of the assignment has been reduced to posses-

sion and is in the hands of the assignor or of per-

sons claiming under him with notice. Western U.

Teleg. Co. v. Shepard, 169 N. Y. 170, 62 N. E.

154, 58 L. R. A. 115; Walker v. Brown, 165 U. S.

654, 41 L. ed. 865, 17 S. Ct. 453; Fourth Street Nat.

Bank V. Yardley, 165 U. S. 634, 41 L. ed. 855, 17 S.

Ct. 439; Ketchum v. St. Louis, 101 U. S. 306, 25 L.

ed999. * * *"

In the case at bar it was admitted that the surety had

not given the bank notice that it held or claimed to hold

assignments of the proceeds of the contract [Tr. p. 244]

;

and the trial court found as a fact that the bank was with-

out knowledge of the assignments prior to the time it re-

*A11 emphases ours, unless otherwise indicated.
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ceived and applied the money upon the indebtedness of

the contractor [Tr. p. 94]. In the absence of the essen-

tial element of notice to the payee (the bank) the assign-

ments relied upon by the surety in this case remained

void as against the bank.

If there remained any doubt concerning the validity of

the assignments as against one without notice of them,

this would be resolved by a consideration of the surety's

method of operation under them. The surety, as pur-

ported assignee, permitted the contractor, as assignor, to

exercise full and unrestricted dominion over the proceeds

of the contracts, never making any effort to jointly con-

trol or reduce the funds to its possession [Tr. pp. 95-96].

This, in itself, would render an otherwise valid assign-

ment void as against a bank without notice, advancing

credit on the apparent responsibility of the assignor.

Benedict v. Ratner, 268 U. S. 353, 69 L. ed. 991

;

In re Borok (C. C. A. 2), 50 Fed. (2d) 75;

McCance v. Schiilte, Inc. (C. C. A. 2), 91 Fed.

(2d) 733.

The validity of an "equitable" assignment is destroyed

by the assignor's retention of control over the assigned

fund, or authority to collect.

Farmers Bank v. Blount (C. C. A. 4), 8 Fed. (2d)

443, 446.
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II.

The Surety in This Case Has No Equitable Rights, by

Subrogation or Otherwise, as Against the Bank.

The law of California should determine the rights of

the surety in this case for the following reasons:

One: Neither the Federal Constitution nor any

act of Congress governs the rights of a surety upon

a Federal Contractor's bond.

Two: The contracts of suretyship between the

surety and the United States were executed and per-

formed in California [See Payment Bonds, Tr, pp.

23-25, 30-32].

Revised Statutes, Sec. 721 (28 U. S. C. A. 725), pro-

vides :

"Laws of States as rules of decision. The laws

of the several States, except where the Constitution,

treaties, or statutes of the United States otherwise

require or provide, shall be regarded as rules of

decision in trials at common law, in the courts of the

United States, in cases where they apply. {R. S.,

Sec. 721.)"

In Erie Railroad Co. v. Tompkins, 304 U. S. 64; 82

L. ed. 1188, 1194, the Supreme Court stated:

"Except in matters governed by the Federal Con-

stitution or by Acts of Congress, the law to be ap-

plied in any case is the law of the State. And whether

the law of the State shall be declared by its Legisla-

ture in a statute or by its highest court in a decision

is not a matter of federal concern. There is no fed-

eral general common law. Congress has no power to

declare substantive rules of common law applicable

in a State whether they be local in their nature or
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'general,' be they commercial law or a part of the

law of torts. And no clause in the Constitution pur-

ports to confer such a power upon the federal courts."

A recent application of the rule above announced ap-

pears in a decision of this Court of Dec. 20, 1941 : County

of Alameda v. United States of America (C. C. A. 9),

No. 9748.

This Court has held that contracts of suretyship to be

performed in California must be construed in accordance

with its laws. (Union Indemnity Co. v. Lang (C. C. A.

9), 71 Fed. (2d) 901, 904; see also, Ostroff v. Nezv York

Life Insurance Co., 23 Fed. Supp. 724.)

It is fundamental that a surety upon a contract, dis-

charging the obligation of its bond, is subrogated to the

rights of those w^hose claims it pays. (Adamson v. Paon-

essa, 180 Cal. 157.) Thus, in the case at bar, the surety

was subrogated to the rights of the materialmen whose

claims it paid. The Federal Statutes, defining the rights

of unpaid laborers and materialmen upon Federal projects,

give them no lien upon or right of action against the pro-

ceeds of the contract (40 U. S. C, 270b, 270c). These

statutes only authorize suit on the payment bond. The

surety upon the payment bond does not, therefore, gain

anything by way of subrogation under the federal stat-

utes, except the right to sue on its own bond—a nullity.

The construction contracts in this case [Tr. p. 193, et seq.;

p. 217, et seq.] gave materialmen and laborers no right

against or lien upon the proceeds of the contracts. The

provision in these contracts for 10% retention of the

amounts payable under them, would have inured to the

surety's benefit if it had asserted its claim before the re-

tained fund was disbursed to the contractor. But it failed
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to do so, and consequently the surety gained no contractual

rights whatever by way of subrogation. The law of Cali-

fornia gives laborers and materialmen no rights as against

the proceeds of a building contract, apart from the statute

or contract under which the work is done.

In Adamson v. Paoncssa, 180 Cal. 157, 160, the Court

said:

'The first ground advanced is that by virtue of

its payments as surety for Paonessa of the claims

against him for materials and labor furnished, it ac-

quired by subrogation an equitable lien upon any

moneys or bonds due under the contract in payment
for the work superior to any assignment or other

disposition which Paonessa might have made. (1)

There is no doubt but that the payment by the Surety

Company pursuant to its obligations as surety would

work a subrogation in its favor of any rights which

the claimants had whose claims were paid. It is

equally clear that the subrogation would give no fur-

ther rights than this. What rights, therefore, had

these materialmen and laborers against the moneys

or bonds that were due under the contract on the

completion of the work? If they had none, and if

their rights were limited to a personal recovery

against Paonessa and to a recovery upon the bond

given by the Surety Company, it is clear that there

was nothing upon which the subrogation could work.

* * * (3) We are constrained to believe that

it was the intention of the statute that parties fur-

nishing materials or labor to a contractor doing work
under a contract let in accordance with this act, must
look solely to the contractor's personal responsibility

and to the bond which the statute requires him to

furnish."

In the case at bar there was clearly nothing upon which

the subrogation could work, since the materialmen paid
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by the surety, had only a right of action upon the surety's

own bond, and the Government had disbursed the retained

fund before the surety began to act.

In Los Angeles, etc. Co. v. Coast Const. Co., 185 Cal.

586, 592, the Court stated:

"The difficulty with the position of the respondent

surety lies in the fact that in the present proceeding

the surety is not seeking to compel the principal to

pay its obligation from the principal's own property,

but is attempting to sequester funds which have

passed, by assignment, to a third party and in which

the principal no longer has any right. This can only

be done in the event that the surety has such an inter-

est in the proceeds of the contract merely by virtue

of the suretyship that the contractor can make no as-

signment of the contract or the proceeds thereof ex-

cept subject to the right of the surety to compel a

resort to such proceeds in payment of claims for

labor and material incurred in the prosecution of

the work. As previously stated, assessments collected

or to be collected upon completion of an improve-

ment contracted for under the Vrooman Act are the

property of the contractor free from claims arising in

connection with the work called for by the contract.

This being so, the surety can compel the contractor

to resort to that fund in payment of claims of ma-

terialmen and laborers incurred in the prosecution of

the work contracted for only in the event that the

fund constitutes part of the estate of the principal

at the time the surety seeks to compel such payment.

In the instant case the right to the proceeds of the

contract had, by assignment, passed to third parties

prior to the surety's attempt to reach them, and the

warrant and assessments represented thereby do not,

therefore, constitute part of the principal's assets

which the surety has the right to subject to the pay-
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ment of claims. The bona fides of the assignment is

not attacked. The mere fact that the assignee knew
of the existence of plaintiff's claim at the time of

the assignment does not in itself indicate lack of good

faith in the making of the assignment. There is

nothing to indicate that the assignee had any knowl-

edge that any claim would not be paid by the con-

tractor; it does appear that the assignment was made
in consideration of the payment of money to the con-

tractor by the assignee; the surety's attempt to reach

the proceeds of the contract was not made until after

the assignment was consummated and notice thereof

had been given.

"(5) Respondent surety calls attention to a clause

in the contract for the street work in question which

provides that the contractor is to turn over the work

free and clear of all claims of laborers and material-

men. It is urged that this clause gave such claim-

ants and the surety the right to resort to the pro-

ceeds of the contract for payment of the claims, and

that, as regards this right, the assignee of the pro-

ceeds of the contract is in no better position than the

original contractor, for it took with notice of the

rights under this clause of the contract. We need

not consider the question of the validity of a clause

inserted in a contract for the purpose of imposing

upon the contractor's right to demand the warrant a

restriction not sanctioned by the act. The clause in

question merely expresses the general legal duty on

the part of the contractor to pay all materialmen

and laborers. It imposes no additional burden upon

the contractor, but simply reduces to writing the na-

ture of the legal duty in regard to such matters as-

sumed by the contractor and which would exist

whether in writing or not; it does not attempt in

any way to increase the security for the performance
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of that legal duty on the part of the contractor or

provide any additional protection in any form for

the claimants in question, but leaves them to their

right to sue upon the bond required by the act. The

surety can enforce the performance of this obliga-

tion by the principal, but it cannot compel the per-

formance by a third party who is a total stranger to

the suretyship relation created by the bond. In

other words, it cannot compel payment of the claims

from the funds due under the contract after the right

thereto has passed to a bona fide assignee."

No assignment from the contractor was sought or taken

by the bank in the case at bar, because such assignment

would have been worthless and void under Revised Stat-

utes, Sec. 3477 (31 U. S. C. A., Sec. 203). The fact

that the bank received the money in payment of its loans

in a bona fide transaction with the contractor at a time

when the bank had no notice of the surety's claims and

before it asserted them, should, in itself, defeat any claims

of the surety.

See also, American Surety Co. v. City of Santa Bar-

bara (C. C. A. 9), 56 Fed. (2d) 769; U. S. Fidelity &
Guaranty Co. v. City of Los Angeles, 55 Cal. App. 209.

In California a bank may offset funds in a contractor's

account, there being no trust in, or lien upon, such funds

in favor of materialmen or laborers. (American Surety

Co. V. Bank of Italy, 63 Cal. App. 149.)

The California courts have made a distinction between

"retained percentages" actually held back under a con-

struction contract pursuant to its terms, and "earned esti-

mates" paid out to the contractor. To the extent such a

contractual provision is observed by the contracting parties

and the reserved fund is actually retained and not paid
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out to the contractor, it has been held that a surety re-

quired to perform may claim the benefit of the retained

moneys. (Maryland Casualty Co. v. Shafer, 57 Cal. App.

580.) In the case at bar, the contracts provided for 10%
retention of moneys earned [Tr. pp. 206, 229], and if

the United States had actually held the fund, instead of

paying it to the contractor, the surety, by prompt action,

might have had it applied to unpaid claims for labor and

material. But the fact is that here the contractor fully

performed his contracts with the United States, the work

was accepted and all sums due under the contracts, in-

cluding certain of the retained percentages, were volun-

tarily paid over by the United States to the contractor

(except penalties mentioned), before the surety began to

act..

Moreover, the surety failed to prove, in this case, that

the bank received any part of the "retained percentages".

The evidence merely shows that the contractor received

final payments of twenty-eight thousand eight hundred fif-

teen dollars and four cents ($28,815.04) by means of

United States Treasury warrants which he deposited with

the bank [Tr. pp. 64-65]. The bank was paid twelve thou-

sand one hundred fourteen dollars and thirty-four cents

($12,114.34) of this money and substantially all of the

balance was checked out and used by the contractor to

pay other bills and debts [Tr. pp. 74-77]. Since the total

amount payable under both contracts was one hundred

forty-one thousand dollars ($141,000.00), the maximum
posible "reserved percentages" held back under both con-

tracts was fourteen thousand one hundred dollars ($14,-

100.00), i.e. 10% of all amounts payable. There is ut-

terly nothing in the evidence to show that the bank re-

ceived any part of these reserved percentages for appli-
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cation on its loans. Even though it be assumed for the

purpose of argument, that the surety could assert a claim

to reserved percentages (after they were no longer re-

served, but paid out), the burden was upon the surety to

trace the fund and establish by competent proof that the

bank did receive and apply such reserved percentages on

its loans. This the surety failed to do, and inasmuch as

the final payments to the contractor included more than

fourteen thousand dollars ($14,000.00) of "earned esti-

mates", it must be concluded that the bank was paid only

a portion of these earned estimates received by the con-

tractor, and to which in any event, the surety could have

no claim under California law after they were paid to the

contractor and by him disbursed.

The additional fact should be noted that penalties total-

ing eight thousand three hundred fifty-five dollars ($8,-

355.00) were held back by the Government after June

30, 1938. Since this sum was "retained", it must have

comprised a portion of the "retained percentages". This

being so, the maximum amount of retained percentages

included in the final payments to the contractor on June

30, 1938, was the sum of five thousand seven hundred

forty-five dollars ($5,745.00) out of the total of twenty-

eight thousand eight hundred fifteen dollars and four

cents ($28,815.04). The surety later obtained the full

benefit of the fund held back as penalties. It is sub-

mitted that the trial court's findings numbers XXIV and

XXV [Tr. pp. 96-97] to the effect that the full amount

of retained percentages in the sum of fourteen thousand

one hundred dollars ($14,100.00), was included in the

payments of June 30, 1938, to the contractor are erroneous

and unsupported by the evidence. The evidence wholly

fails to establish that all of such retained percentages were

paid to the contractor on June 30, 1938.
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III.

The Surety in This Case Has No Equitable Right to

Recover, as Against the Bank, Regardless of

Whether California Law or Federal Decisions Are

Controlling.

There are a number of Federal Court decisions, which

consider the so-called equitable rights of a surety upon

a Federal contractor's bond. Most of these antedate the

decision of the Supreme Court in Erie Railroad Co. v.

Tompkins, supra, and were decided without reference to

the law of the particular state where the controversy arose.

We have found no Federal Court decision which con-

siders the point urged here, that the law of the forum

should control the determination of the "equitable rights"

of a surety upon a Federal contractor's bond.

We respectfully submit that there should not be two

sets of rules, or legal principles, appHcable to the same

situation within the same state; that there should not be

one rule applicable to a surety on a Federal contractor's

bond, and a different rule appHcable to a surety on an or-

dinary public contractor's bond; that the rule anounced in

Erie Railroad Co. v. Tompkins, supra, requires that the

law of California be applied to determine the surety's

rights in this case; and that, in any event, the most care-

fully considered Federal cases give a surety no equitable

rights under circumstances similar to those present in the

case at bar.

In Kane v. First National Bank of El Paso (C. C. A.

5), 56 Fed. (2d) 534, 535, (Cert, denied) 287 U. S. 603,

77 L. Ed. 524, the Court states:

"We are not advised of any statute which requires

that payments duly made to a contractor for public

work be handled by him in any special way, or be
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given any particular application. No such contrac-

tual obligation appears in this case. In the absence

of statute or stipulation otherwise the general re-

sponsibility of the contractor is credited in contract-

ing with him, and his general resources are drawn

on by him in executing the contract. Money or

checks paid to him as the work progresses are the

property of the contractor unincumbered by any trust,

just as are payments to others for goods manufac-

tured or services performed. The contractor's banker

may receive such checks and is not hound to see to

their application, nor to ascertain the state of the

contractor's account with each contract; nor, if he

knows it, need he govern himself in any wise with

reference thereto. No wrong is done to the contrac-

tor's surety in recognising the contractor's full title to

such checks by taking them on deposit with all the

consequences ordinarily attaching to such deposit.

The cases supposed to establish a trust in favor of

the surety are based on Prairie State Nat. Bank v.

United States, 164 U. S. 227, 17 S. Ct. 142, 41 L.

Ed. 412. That case did not involve a payment made

to the contractor, but involved the reserve kept back

by the United States to secure the final performance

of the contract for which the surety on the bond

had also bound himself. The surety having had to

complete the contract claimed this reserve, which was

still in the hands of the United States. The Prairie

State Bank had only an invalid assignment of it.

It was decided that this reserve was a security stipu-

lated in the contract to be held by the creditor for the

performance of the obligation, to which the surety

became subrogated on performing the obligation just

as he would be subrogated to any other security.

The case has no application to money not reserved

as a security but paid over to the contractor. This

reserve was also involved in Henningsen v. United
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States F. & G. Co., 208 U. S. 404, 28 S. Ct. 389, 52

L. Ed. 547, and Hardaway v. National Surety Co.,

211 U. S. 552, 29 S. Ct. 202, 53 L. Ed. 321. In

London & Lancashire Indemnity Co. v. Endres (C.

C. A.), 290 F. 98, the surety performed the contract

and sued to enjoin the payment of the reserve to the

contractor, who, pending the suit, went into bank-

ruptcy. The judgment for the surety was in accord

with the Prairie Bank Case. In Cox v. Nezu Eng-

land Equitable Insurance Co. (C. C. A.), 247 F. 955,

the reserve was involved, but had been paid over to

the contractor by mistake while claims were outstand-

ing which the surety paid. The contractor had paid

it to his bank, but it was held a preference and the

bank lost it to the trustee in bankruptcy. As against

the trustee it was held that the surety had the better

right. None of these cases extends the surety's

rights beyond the reserve. * * * -^Ve think the

Maryland Casualty Co. has no right to a judgment

against the Bank."

In Third National Bank of Miami v. Detroit Fidelity

& Surety Co. (C. C. A. 5), 65 Fed. (2d) 548 (Cert, de-

nied), 290 U. S. 667, 78 L. Ed. 577, the Court declared:

"The surety's real concern is to see that none of

the contract price is diverted from the job. We have

had recent occasion to establish touching the surety's

rights the following propositions: First, that a bank

by merely lending to a contractor under such a stat-

ute the money to pay for labor or materials acquires

no right under the bond against the surety. First

National Bank of Dotham v. American Surety Co.

(C. C. A.), 53 F. (2d) 746. Second, the reserved

percentages held back under the contract by the pub-

lic authority until final settlement constitute a pledged

security both to the public and to the surety for the



—31—

performance of the contract, the proper application

of which the surety may require, recalling it if mis-

applied by any one having notice. Glades County v.

Detroit Fidelity &• Surety Co. (C. C. A.), 57 F. (2d)

449. Third, this pledged reserve is to he distinguished

from the regular installment payments which, in the

absence of a statute or agreement to the contrary,

are under no pledge or trust, hut helong to the con-

tractor, and checks representing them may in gen-

eral he validly negotiated in due course of trade, even

to one who knows their origin. Kane v. First Na-

tional Bank of El Paso (C. C. A.), 56 F. (2d) 534."

In Fidelity & Deposit Co. v. Union State Bank (D. C.

Minn.), 21 Fed. (2d) 102, where the surety sued the bank

to recover money paid to it by the contractor, the Court

(former District and later Circuit Judge Sanborn) stated:

'The plaintiff has sued the bank for the $11,023.53

applied to the payment of the note. Its claim is

that * * * the money which it took was impressed

with an equity or trust in favor of the plaintiff, or

belonged to the plaintiff, for the purpose of paying

for labor and material furnished for the Lincoln

School; and that, having paid materialmen subse-

quent to the taking of this money by the bank, the

plaintiff, by right of subrogation and by right of the

assignment contained in the application, is entitled to

recover the money.

"* * * (2) It is well-settled law that, where

a surety upon a contractor's bond, such as this one

was, has paid a claim which it was obligated to pay

if its principal did not, it has a right to retained

percentages which is superior to that of an assignee

of the fund, and that its right of subrogation dates

back to the time of the issuance of the bond. Prairie

State Bank v. United States, 164 U. S. 227, 17 S.
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Ct. 142, 41 L. Ed. 412; Henningsen v. United States

Fidelity & Guaranty Co., 208 U. S. 404, 28 S. Ct.

389, 52 L. Ed. 547; National Surety Co. v. Berg-

gren, 126 Minn. 188, 148 N. W. 55; Barrett Bros. v.

County of St. Louis, 165 Minn. 158, 206 N. W. 49.

(3) It is equally well settled, at least in the state of

Minnesota, that, where payments are made to a public

contractor unconditionally, under a contract such as

is involved here, he can use the money so paid in any

way he desires, and the payment is not subject to any

equity. * >!^ * f^g court said: 'Our public con-

tractor's bond contemplates that the contractor will re-

ceive and disburse his money as suits his convenience.

The original contractor in this instance could have

protected itself by requiring a bond from the sub-

contractor. It may have done so. Where the bond

is furnished, the surety must recognize the possible

occurrence of what here did occur as one of the

perils of its business. In other words, one who be-

comes surety takes the risk that honest payment of

unsecured debts may leave a deficiency which the

surety must make good.'

"The court also said, speaking of contractors:

'When they receive their money unconditionally, it

is their own, and they may do with it as they please.

If a creditor must stop, before he accepts payments

from his debtor, and make the impertinent inquiry

as to his standing with his surety, the unsatisfactory

results are obvious. Such a position not only gives

undue regard to the surety, but is in utter disregard

of the right to make private contracts and the obliga-

tion thereof. Suppose his tailor is delivering a suit

of clothes which he has made for the subcontractor,

and the latter tenders payment in funds which the

tailor knows came from the work covered by a surety

bond; must the tailor refuse it, or take it clothed with
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an equity that, perchance, later permits the surety to

take it away from him? A surety is not entitled to

such judicial mercies. The tailor has business perils

of his own. The business of sureties is inherently

one of constant peril, and their imperative watchful-

ness for their general protection makes it less bur-

densome for them to guard against the emergency

here under consideration, and our view tends more

to the stability of ordinary business.' * * *

"It is contended by the plaintiff in this case that,

in view of the agreement between Mr. Sullivan, its

agent, and the firm of Evenson & Utterberg, and by

virtue of the assignment contained in the application,

the $11,023.53 taken by the bank was not uncon-

ditionally paid to the firm, but was subject to a con-

dition that it be applied to the payment of bills for

labor and material, and that this gives it the right to

recover from the bank. It must be kept in mind that,

up to the time the checks were deposited, the surety

had not paid out one dollar on account of its bond;

that it had not communicated the existence of the

claimed assignment to either the bank or the school

district; that, upon the deposit of the checks in the

bank, the bank took title to them and became the

debtor to Evenson & Utterberg for the amount of

the checks, and had an absolute right to apply the

checks to the payment of the note unless some rule of

law forbade it. So far as the payment to Evenson

& Utterberg by the school district is concerned, it

was an unconditional payment. The school district

had no stipulation nor agreement with them, and no

agreement with the plaintiff, except that the checks

should be sent to Mr. Sullivan. It recognized no

right of the plaintiff to the money called for by the

checks.
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"(5) The question, ihen, arises as to whether the

arrangement between Mr. Sulhvan and Evenson &

Utterberg created an equity in these checks, then

representing unretained, instead of retained, percent-

ages, which would give the surety company a supe-

rior right to that of the bank. I am satisfied that it

had none under its right of subrogation, and that

the doctrine of subrogation cannot be used for the

purpose of recovering moneys which have been

legally paid to persons having no notice, in satis-

faction of just claims prior to the maturing of any

right of subrogation. United States Fidelity &
Guaranty Co. v. Wooldridge, 268 U. S. 234, 45 S.

Ct. 489, 69 L. Ed. 932, 40 A. L. R. 1094; in which it

is said that the doctrine of relation is not allowed to

defeat the collateral rights of third persons lawfully

acquired."

In Town of River Junction v. Maryland Casualty Co.

(C. C. A. 5), 110 Fed. {2d) 278 (Cert, denied May 20,

1940), 310 U. S. 634, the Town contracted for the build-

ing of a sewerage system, with the aid of the Public

Works Administration. A bank was lending the contrac-

tor money to pay for labor and material upon assignments

of his earned estimates. Upon the default of the contrac-

tor, the surety company completed the job, and this suit

was commenced to recover money paid by the Town to

the bank under the contractor's assignment of his June

estimate; and to compel payment of certain claims for

money still in possession of the Town, including retained

percentages. The main question in the case was whether
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the payment of the June estimate to the bank, after the

contractor's default, was good as against the surety.

The Court states (p. 280)

:

"The scheme of the building contract is that at the

end of each calendar month (the 25th or 28th seems

to have been taken as the date) there should be an

estimate made of labor and material put into the work

during that month, and by the 15th day of the next

month ninety percent thereof should be paid the con-

tractor; and by the 20th he should use the money to

pay all his labor and ninety percent of his material

bills for the month estimated. If he should fail to

do this he would not be entitled to draw the next pay-

ment. The arrangement is of vital practical import-

ance. The ten percent retained each month has,

since the decision in Prairie State Bank v. United

States, 164 U. S. 277, 17 S. Ct. 142, 41 L. Ed. 412,

been established to be an agreed security to be held

by the owner for the protection of himself and the

surety, just as though the contractor had pledged so

many Liberty Bonds. This is but an application of

the general principle that a surety has a beneficial

interest in all collateral pledged to the creditor by

the principal debtor, 50 C. J ., Prin. & Surety, Sec-

tions 381, 384. In these retained percentages the con-

tractor can give no one a right superior to that of

the surety, for the surety's right dates from the mak-

ing of the contract which pledged them.

"Just as clearly the monthly progress payments are

agreed to go to the contractor to be used by him in

financing the work, so long as he is in no default.

The surety agrees to this as a party to the building

contract. This also appears in the private application

for the bond, for while he stipulates therein for an

immediate though secret assignment of equipment
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and materials on tlie site, he contracts for no right

in these progress payments unless or until the con-

tractor defaults or a claim is made against the surety

under the bond. Until then it is the contractor's right

to have and is his duty to administer these payments.

This court held in Kane v. First National Bank, 5

Cir., 56 F. (2d) 534, 85 A. L. A. 362, on a review

of the authorities, that there was no trust attached

to them and that a check issued for one could be

negotiated as commercial paper though the taker knew

its source. The matter was again gone over in Third

National Bank of Miami v. Detroit Fidelity &
Surety Co., 5 Cir., 65 F. (2d) 548, and it was held

that a bank could take assignments from material-

men and laborers it paid and succeed to their rights

against the bond. We recognize, however, that a

bank acquires no subrogation to claims for labor

or material by the mere application of its money to

them, because a voluntary lender is never subro-

gated, as was held in Prairie State Bank v. United

States, supra. We think also that there is probably an

implied obligation on the contractor, especially if he

be insolvent, not to divert money from the job,

which may be enforced by the surety in equity. But

that is immaterial here, for the money was not by

its assignment diverted, for the proceeds of the as-

signment were used for a faithful furtherance of the

job and for the protection of the surety.

"Can the contractor arrange with his bank for

cash needed for payrolls by assigning a particular

progress payment already earned, to save the work

from stopping till payment shall be made? Will the

assignment, notified to and acquiesced in by the

owner, hold good against the surety if the contractor

defaults in a later month? If the answer is No,

banks cannot safely lend. Laborers must wait, or
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quit. Contractors must more uften fail, and sureties

be more often called in, with added delay and expense

to the work. The whole matter of public contracts

will be seriously affected. If the answer is Yes, the

work and the workers will be facilitated and no one

injured. The surety cannot object on the ground

that the contractor might divert the money, for he

has agreed to trust the contractor until he defaults.

In the present case the surety got the full benefit of

the arrangement, and if his permission had been

asked in advance we cannot doubt it would have been

given."

And at page 283:

"On the facts properly before us the surety's

equitable rights were not superior to the Bank's legal

right acquired for full present value and without no-

tice. If what is alleged be proven, the Town ought

not to be adjudged liable to pay the surety again

what has already been paid out for the surety's pro-

tection and benefit."

In Maryland Casualty Co. v. Lincoln Bank & Trust

Co. (D. C. Kentucky). 40 Fed. Supp. 782, decided Sep-

tember 2i, 1941, the Court was called upon to determine

whether a Federal contractor's surety could compel a bank

to pay over moneys received from the contractor. The

money was received by the contractor from the Federal

Government after he had defaulted in the payment of

labor and material claims. The Court (District Judge

Swinford I carefully considered the merits of the case

and declared:

"This is not a case in which creditors are disput-

ing the question of priorities over a retained per-

centage. In such a case the plaintiff would have a
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superior lien. Prairie State Bank v. United States,

164 U. S. 227, 17 S. Ct. 142, 41 L. Ed. 412; Hen-

ningsen v. United States Fidelity & Guaranty Co.,

208 U. S. 404, 28 S. Ct. 389, 52 L. Ed. 547. The

money here had actually been paid by the Govern-

ment to the contractor who put it on deposit and gave

a personal check to the bank.

''I do not believe that the bank was compelled to

refuse to accept the money until it had investigated to

determine whether or not the fund was impressed

with equities in favor of the materialmen unless it

had notice that there were these outstanding obliga-

tions.

5|C *X» 't* 'J* I* •!* *»* T*

"It should be pointed out that there is no statu-

tory lien on which the plaintiff is relying. It is an

equitable lien and such a theory necessarily contem-

plates notice to one into whose hands there comes a

fund charged with a prior claim. Certainly equity

would not place upon the recipient of the payment of

a bona fide debt the obligation of refusing to accept

money due, until it had made inquiry as to who were

other creditors and why they were claiming all or a

part of the fund. Such a position certainly does not

sound in equity. This bank loaned the money in good

faith, accepted a negotiable check for the discharge

of its debt and released its security. Now the surety

company which had been paid for guaranteeing to

the Government that the contractor would fulfill all

the requirements of his bond claims that the bank

should have refused these payments because it knew

of the source of the fund from which it was paid.

The knowledge or notice spoken of in the Supreme
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Court opinion referred to knowledge or notice of

these hidden equities in the form of obligations for

material, not to notice and knowledge that the fund

was from the Government and in part payment for

a Government contract. Such a ruling would present

an intolerable situation. No contractor on a Govern-

ment job could get a line of credit at a bank or other

money lending institution. No debt could be paid

nor money accepted until all liabilities were deter-

mined. Such a course might be wise but it should

be by statute and thereby notify lending agencies

that all money offered by a Government contractor

from money received was 'tainted' with 'equities'

until it had proved itself otherwise."

See, also:

Maryland Casualty Co. v. Lincoln Bank & Trust

Co. (D. C. Kentucky), 18 Fed. Supp. 375.

In the case at bar, there was never a "formal default"

by the contractor in the sense that he stopped the work

or failed to complete it. The only default of the con-

tractor was the failure to pay certain materialmen.

Neither the surety nor the bank were aware of this de-

fault until after the bank had been fully paid. Neither

the surety nor the bank knew that the contractor would

be unable to pay all claims against the work [Tr. p. 84].

All of the moneys loaned to the contractor by the bank

were actually used in the work of construction required

by the contracts [Tr. pp. 53, 89], and to this extent the

obligation of the surety was lessened.
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It is well settled that the doctrine of subrogation is

a creature of equity and is so administered as to secure

real and essential justice without regard to form. It

follows that subrogation is never allowed where it would

work injustice to others or defeat the rights of inter-

vening bona fide claimants without notice, or those in

like position. (23 Cal. Jur. 917-918; Meyers v. Bank

of America, 11 Cal. (2d) 92 (1938); Jones v. Bank of

America, 49 A. C. A. 137 (Jan. 1942).)

In Martin v. Ornelas, 139 Cal. 41, the Court quotes

with approval from an outstanding authority on subroga-

tion, as follows:

"In Sheldon on Subrogation (2d ed., sec. 43) it is

said: The fact that the loss of one who seeks to be

protected by the application of the doctrine of sub-

rogation arose from his own negligence, and that the

granting of his request would now be prejudicial

to other innocent creditors or assignors of his debtor,

will be fatal to his claim.'
"

In the Federal decisions, a broad distinction is drawn

between the rights of a surety in "retained percentages"

and "progress payments", which the owner has made

unconditionally to the contractor. In the case of retained

percentages, the surety is given the right to reach the

fund while it is still intact, identifiable, and in possession

of the owner or in cnstodia legis. However, progress

payments paid to the contractor and by him disbursed to

bona fide creditors without notice, are not, even under the
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most extreme Federal decisions, held to be subject to the

surety's claims. Such a creditor receiving payment of a

debt from the contractor, is under no obligation to account

for the money to the surety. If this were not the law,

a contractor could not conduct his financial affairs as

other people do, and would be unable to carry on his

business.

The effect of the decision of the District Court in the

case at bar, is to give a surety the legal right to follow

money and claim it under a secret lien after it has

reached and become a part of funds in commerce. Such

a result violates the most fundamental rule of the law

merchant, namely, that money, the media of exchange,

must pass unfettered in the channels of trade for use in

all ordinary commercial transactions; that it must pass

freely and untainted by equities, in so far as concerns all

merchants, without notice of such equities. Here there

is no doubt that the bank was without notice of the

surety's claims; that the bank dealt with the contractor

in the ordinary course of trade and gave full considera-

tion for all it received; that the bank received and applied

on its loans, only a portion of the earned estimates or

progress payments (/. e., free money) paid to the con-

tractor; and that the bank had absolutely no knowledge

that the contractor would fail to pay all claims against the

work, for he had actually completed it to the satisfaction

of the Government and was receiving large sums as final

payments.
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IV.

The Defense of Estoppel Should Have Been Sustained.

In support of the bank's defense of estoppel, it was

shown, in addition to the facts above mentioned, that,

while the surety at all times knew that the bank was

transacting a banking business with the contractor, the

surety never notified the bank of its purported assign-

ments or other claims to the contract proceeds [Tr. p.

93]. The surety's own witness, H. V. D. Johns, tes-

tified [Tr. p. 188] :

"Q. Now, at the time of writing those bonds, or

prior thereto, did you ever inquire of Mr. Anderson

how he intended to finance the construction of these

projects at the Kennett Dam?
Mr. Delamer: Objected to as incompetent, irrele-

vant and immaterial, and not tending to prove or dis-

prove any issue in the case.

The Court: You may answer.

A. There had been no occasion to inquire, be-

cause his financial statement showed sufficient work-

ing capital, net current assets, as we call them, to

qualify and show that he could finance this work,

without our inquiring as to the necessity of borrow-

ing any money. We likewise knew that he had

previously borrowed money from the California

Bank, * * *"

It was not denied that the surety had never made any

effort to control the funds [Tr. pp. 95-96] ; that the

contractor had no means of repaying the bank, except

from the proceeds of the Government contract, which fact

was known to and relied upon by the bank [Tr. p. 97] ;

that no demand of any kind was made by the surety

upon the bank until nearly one and one-half years after

the bank had received payment [Tr. pp. 94-95].
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The only reasonable inference to be drawn from the

facts was that the bank would not have continued to

lend its money to the contractor, had the surety notified

it of its claims; and in failing to give the bank such

notice, the surety placed the bank in a position where

it made repeated advances to the contractor in reliance

upon his apparent ability to repay it from the contract

proceeds. The surety must, or should have, known that

the bank with whom the contractor ordinarily dealt and

from which he borrowed money, would be very apt to

be prejudiced by the surety's silence. Yet, the surety

did stand by and remain silent through the months the

work was being carried on with the bank's money and

afterwards. The evidence fails to show that the surety

made any inquiry of the contractor as the contracts

neared completion or before, concerning his ability to

complete the work and pay all claims. The surety simply

did nothing, except to belatedly urge that it had a secret

lien upon the contract proceeds all the time, and that

''in equity" it should be permitted to shift its loss to the

bank. In other words, the decision of the District Court

here not only permits the surety, which received substan-

tial premiums for writing its bonds to insure payment

for labor and material, to retain these premiums, but to

shift the burden of its bonds to an innocent creditor of

the contractor without notice of any of the claims of the

surety. We submit that this result does not sound in

equity and is, under the facts, wholly inequitable.

We maintain that the defense of estoppel urged by

the bank was fully sustained and should have been upheld

by the trial court. The conclusion of the court to the

contrary [Tr. p. 99], is not only opposed to the weight of

the evidence but is wholly unsupported.
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V.

Portions of Findings of Fact Numbers III, XIX,

XXIV, and XXVI Are Not Sustained by the

Evidence.

A. In Finding Number III [Tr. p. 89] it is found

as a fact that it was not a condition of the loans by the

bank to the contractor that the money be used in the

work of construction under the contracts. However, the

uncontradicted testimony of the bank witness, Harold J.

Dunn, and of the contractor, established that the sole

and only purpose for which the money was borrowed and

loaned, was to finance the work of construction under

the contracts [Tr. pp. 157-158, Testimony of Harold J.

Dunn; pp. 251-253, Testimony of Nels A. Anderson].

Testimony of Harold J. Dunn [Tr. pp. 157-158] :

"Q. By Mr. Delamer: Mr. Dunn, what is your

business or occupation? A. Bank manager.

Q. For what bank? A. California Bank.

Q. Where? A. At the present time at our head

office.

Q. Where is the head office? A. 625 South

Spring street, Los Angeles.

Q. California? A. Yes, sir.

Q. And in 1937 and 1938 what was your busi-

ness or occupation? A. Manager of the 54th and

Vermont office of the California Bank, Los Angeles,

California.

Mr. Delamer: We desire to examine the witness,

Your Honor, as an adverse witness, under the Rules

of Civil Procedure of the Federal Court.

Q. By Mr. Delamer : Where did you say that

branch is? A. 54th and Vermont avenue.
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Q. While you were manager of the branch at

54th and Vermont avenue, did you have any deaHngs

with Mr. N. A. Anderson? A. Yes, I did.

Q. You know Mr. N. A. Anderson? A. Yes.

Q. You see him in court? A. That is correct.

Q. And that is the same Mr. Anderson? A.

That is correct.

Q. Did any of those dealings concern loans from

the bank to Mr. Anderson? A. Yes, they did.

Q. You handled all transactions between Mr. An-
derson and the bank with reference to loans from

the bank? A. That is correct.

Q. And you knew that these loans were being

obtained by Mr. Anderson in connection with a gov-

ernment job that he was doing up at Redding, Cali-

fornia, did you not? A. Yes, sir.

Q. You expected to be repaid the amount of

these loans out of the proceeds of these government

contracts, did you not? A. Yes, sir."

Testimony of Nels A. Anderson [Tr, pp. 251-253] :

"Q. Mr. Anderson, did you have any conversa-

tion with Mr. Dunn before the loans of May 2nd,

and June 20, 1938, were made to you? A. I was

down here some time the latter part of March or

1st of April, but I don't remember the dates, and

I talked to Mr. Dunn then about the final loan.

Q. You did talk to him about that time? A.

Yes.

Q. Where did the conversation occur? A. Out
at the bank at 54th and Vermont.

Q. Who else was present? A. As far as I can

recollect, there was only Mr. Dunn and I.
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Q. State what was said. A. I don't know.

Q. As far as you can recall it? A. / was need-

ing some money to help me complete the buildings,

and I asked for further loans to help me to complete

it, hut outside of that I don't just—it is about three

years or more ago.

Q. What building were you referring to? A.

To the government camp at Redding or Kennett

Dam.

Q. Do you remember what Mr. Dunn said to

you, in substance? A. No—well, we had quite

some talk, but I don't recollect just what was said.

He agreed, if it was all right with the bank, he

would help me out with the loan.

Mr. Delamer : I move to strike out that portion

of the answer beginning with 'it was agreed', as a

conclusion of the witness.

The Court: That answer may go out. We ap-

preciate that you may not be able to remember the

exact words that either you or Mr. Dunn used, but,

as best you can remember, tell us the substance of

what you said to him and what he said to you.

A. Well, I asked him if it was possible to get

the loan, and I said / needed the money to complete

the buildings, and I think that I made mention of

the fact that the bank would be paid back when I

got my money from the government. And Mr.

Dunn's answer, he said they would try to do all they

could to get that loan through for me. And I then

had to leave, and sent a letter down—
Q. That is the extent of the conversation, as you

recall? A. Yes, that is the gist of it, because I

don't—

Q. You thereafter got the loan, didn't youf A.

Yes.

Mr. Henderson: That is all.

Mr. Delamer : No questions."
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The correspondence between the contractor and the

bank confirmed the fact that all money loaned by the

bank was conditioned for use on the Bedding job. [Copy

of letter of March 31, 1938, to the bank from the con-

tractor; Tr. pp. 272-274]:

"March 31, 1938

California Bank

54th & Vermont

Los Angeles, Calif.

Att'n: Mr. Dunn

Due to heavy rains up here we were not able to

do much of anything during the months of February

and March. Consequently, my time for completion

will be some time the early part of June instead of

the latter part of April as scheduled.

I am therefore in need of further financial help,

and was wondering if the note of $8,000 w^hich

becomes due April 25, 1938, can be renewed for

another 60 days—or if I pay off same, if an $8,000

note could be had for a period from May 1, 1938, to

about June 25 or July 1, 1938.

Also, the $4,000 notes which I have been getting

for shorter duration of time, could be had, one for

the month of May and one for the month of June

—

for about 20 days duration each, as needed.

I would appreciate if you could work a deal of

this kind through for me. In other words, it will

be similar to what I have been getting from you the
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past couple of months. Or, if you will let me know

if it is necessary for me to come to Los Angeles to

make these negotiations—but I think you could take

care of this for me.

We are about 69% to 70% done. My contract is

$141,000, and I have received to date from the

Government by check $68,202.57. I will have about

$11,000 payment due me about the 15th of April;

and the rest of payments will be spread out on to

approximately two more payments, plus 10% with-

held for final payment.

I will have ample money to take care of the

Bank for all the help I am getting, and will greatly

appreciate your help at this time.

From now on, until completion of work, I will

have approximately $14,000 to be paid out for ma-

terials; about $11,000 to be paid out on Subcontracts.

Our labor to complete the job will be from $8,000

to $10,000. This is about all the information I can

give at present but if anything else will be necessary

please let me know.

The note asked for, for April 5, 1938, could that

be had for 30 days instead of 15 days providing it

isn't too late to make the change? Otherwise, let

it run on as per previous request.

Thanking you for past favors, I beg to remain

Yours very truly,

N. A. Anderson

NAA:GTA N. A. Anderson"

'T. S. We are, at present, having some wonder-

ful weather, and are in hopes it will last as I would

like to get through up here. But, oh boy what a lot

of rain we have had!"
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The ordinary banking practice of lending a borrower

money for a particular purpose was followed in this case,

and there was no evidence to show that the contractor had

the bank's permission to use it for any purpose except

the work of construction under the Government contracts.

The fact that he might have used it for some other pur-

pose and thereby breached his arrangement with the

bank, does not alter the ultimate effect of that arrange-

ment, which was to assure, so far as practicable, that the

money be used solely for the Redding work. It is accord-

ingly submitted that the trial court should have found

that the use of the money for this purpose was a condi-

tion of the bank's loans to the contractor.

B. In Finding Number XIX [Tr. p. 95], it is found

as a fact that the evidence is insufficient to establish

whether, if the surety had given the bank notice of its

claims and demands, or of the assignments to it, or of its

interest under said Government contracts, the bank would

not have made loans to the contractor and thereby have

materially altered its position to its detriment.

We have above considered the evidence in support of

the bank's defense of estoppel, and again repeat that the

only reasonable inference to be drawn from the evidence

was that the bank would not have made loans to a con-

tractor who had no means or source of income, except the

contracts upon which he was then engaged, if the bank

had been informed of the claims of the surety or anyone

else to the proceeds of those contracts. Particularly is

this so, in view of the admitted fact that the bank

was looking solely to the contract proceeds for repayment.
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We submit that that portion of Finding Number XIX
above referred to, is not only unsupported by the evidence,

but is contrary thereto.

C. In Finding Number XXIV, it is found as a fact

that the sum of twenty-eight thousand eight hundred

fifteen dollars and four cents ($28,815.04) collected by

the contractor from the United States Government on

June 30, 1938, comprised both the retained percentages

withheld by the said Government during the progress

of the work under said contracts at the rate of 10%

of the estimated value of the work done during each pre-

ceding month, and also a balance of the estimated cost

of the work performed subsequent to the month for which

the last progress payment had been made.

We have shown above that the evidence fails to sustain

this finding, because it was admitted that the Government

still ''retained" (as penalties) $8,355.00 of the money

payable under the contracts, after June 30, 1938. How,

therefore, can it be found under the evidence, that all of

the retained percentages under the contracts, to wit,

fourteen thousand one hundred dollars ($14,100.00) were

included in the sum of twenty-eight thousand eight hun-

dred fifteen dollars and four cents ($28,815.04) paid to

the contractor on June 30. 1938. This payment was not

segregated, and there is no evidence to show what portion

of it comprised "retained percentages" and what portion

comprised "earned payments". The only logical assump-

tion is that the money still "retained" by the Government

after June 30, 1938, was a portion of the "retained per-

centages." We submit that, in the absence of other evi-

dence, the trial court should have so found and that Find-
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ing Number XXIV to the contrary is, therefore, unsup-

ported and erroneous.

D. In Finding Number XXVI [Tr. p. 97 j, it is found

as a fact that it was not a condition of the loans made

by the bank to the contractor that they or any of them,

be repaid out of the payments due or to become due the

contractor under said contracts with the Government.

The use of the word "condition" in this finding, as in

Finding Number III, makes it ambiguous and uncertain.

We have before quoted the testimony of the bank's wit-

ness, Dunn, and the contractor, showing clearly that the

purpose for which the bank loaned its money was to assist

the completion of the work under the Government con-

tracts. Counsel for the surety asked Mr. Dunn the direct

question [Tr. pp. 158-159]

:

"Q. You expected to be repaid the amount of

these loans out of the proceeds of these government

contracts, did you not? A. Yes, sir.********
Q. And, in fact, the bank was repaid these loans

out of the proceeds of these government contracts,

was it not? A. Yes, sir."

The record also shows the following [Tr. p. 247] :

"Mr. Henderson: No. That is not the purpose.

We merely want to show the agreement that the bank

would be repaid its loan out of the proceeds of this

contract.

Mr. Delamer: That is already in evidence. I

have no objection to that."

There was an "agreement" that the bank would be

repaid its loans from the contract proceeds. All the evi-

dence points to the fact that upon no other basis would
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the bank have loaned its funds. The contractor had no

other means or source of income; the bank naturally

expected to be repaid and it loaned its money in sole

reliance upon repayment from and under the agreement

with the contractor for repayment from the contract pro-

ceeds. It is, therefore, submitted that the evidence fully

establishes that the loans were conditioned upon repay-

ment from this source. Consequently that portion of

Finding Number XXVI to the contrary is unsupported

and opposed to the evidence.

Conclusion.

It is submitted that the judgment of the lower court in

this case is in error under the facts established. The

record shows without conflict that the surety stood

by, allowing the contractor to collect and use, without

restraint, all moneys becoming payable under his contracts

with the United States; that the surety never notified the

United States or the bank, or anyone else, that it claimed

to have a conditional, or any other lien, upon the proceeds

of the contracts; that the surety knew at all times that

the contractor was transacting a banking business with

the bank, and that the contractor had borrowed money

from the bank ; that all the moneys loaned to the contractor

by the bank were borrowed for and used in the work

of construction under the contracts to pay labor and

material claims for which the surety might otherwise

have been liable; that the bank never had any notice of

the claims of the surety until after it had received from

the contractor the full amount due on his loans and

applied it in satisfaction of them.

It is more imperative today than ever before that lead-

ing institutions have a clear understanding of their posi-
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tion in relation to Federal contractors and their sureties

—

particularly with reference to the so-called "equitable

rights" of such sureties. The construction given the

surety's equitable rights by the lower court in this case

renders it wholly unsafe for banks to finance Federal

contractors. It is even doubtful that a bank could safely

accept for deposit the proceeds of a Federal contract and

permit them to be withdrawn by the contractor. For, if

a bank deals at its peril with a Federal contractor who

offers to pay his debts with the proceeds of a Federal

contract, it must likewise consider an ordinary bank

deposit of such funds chargeable with possible secret

equities in favor of the surety.

The sanctioning of secret equities in money which has

reached the channels of commerce in the normal course of

business and is in the hands of one without actual notice

of such equities, is contrary to all established rules of

law and equity. Such a principle is entirely without sup-

port in the decided cases and is plainly unwise in relation

to public policy generally.

We respectfully urge this Honorable Court to reverse

the judgment of the lower court and direct the entry of

judgment for the defendant bank herein.
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